
DISCOVERY HOLDING COMPANY 
Condensed Consolidated Balanae Sheets 

(unaodited) 

~~~ ~~ 

mmu in lh1ouIpndl 

Assets 
Current assets: 
Cash and cash equivalents.. .................................. $ 10,831 21,641 

Prepaid expenses and other a r ren t  assets ........................ 21,463 26,208 
Total current assets ........................................ 178,630 198,%9 

Investment in Discovery Communications, Inc. (“Discovery”) (note 7). ... 2,945.782 
Property. plant, and,equipment, net..  ........................... ‘270,072 258,741 
Goodwill and other intangible assets, net (note 6) ............ 2,139,539 2,140,355 
Other assets, net.. ........... ..................... 15,653 20,981 

Bade receivables, net ............................. : ......... 146,336 151,120 

2,979,955 

Total assqts ............................................. ‘$5,583,849 5,564,823 

Liabilifies and Parent’s hvesfment 
Current liabilities: 

Acmunts payable ............................. ;. ........... $ 34,646 33,327 
Accrued payroll and related liabilities ........................... 22,462 23,632 
Other accrued liabilities ..................................... 20,111 29,606 
Deferred revenue ........................................... 16,376 20,858 
Due to parent ............................................. 1,208 1,104 

Total current liabilities. .................................... 94,803 108,527 
Deferred inwme tax liabilities .................................. 1,096,834 1,083,964 
Other liabilities ............................................. 24,025 25,058 

Total liabilities ........................................... 1,215,662 1,217,549 
Commitments and contingencies (note 9) 
Parent‘s investment: 

Parent’s investment.. ...... ; ................................ 5,513,533 5,506,066 
Accumulated deficit ........................................ (1,150,245) (1,171p97) 
Accumulated other comprehensive earnings ....................... 4,899 12310 

Total parent’s investment . . ............................... 4,368,187 4,547279 
Total liabilities and parent’s investment. ........................ $5,583,849 5,564,823 -- 

See accompanying notes to condensed consolidated financial statements. 
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DISCOVERY HOLDING COMPANY 
Condensed Consolidated Statements of Operations and Comprehensive Earnings 

(nnaodited) 

Net revenue .......... 
Cost of senices (excluding 

Gross profit . . . . . . .  

.................... 
depreciation shown below) 
.................... 

...... 

...... 

...... ---- 62,429 64,414 125:865 122,607 
Operating expenses: 

Sellink general. and administrative .................. 43,164 39,031 87,349 74,736 

Depreciation and amortization ..................... 20,243 19,174 37,004 35,226 
67,411 58,751 127,970 111.030 

Operating income (loss) .......................... (4,982) 5,663 (2,105) 11,577 

Stock-based compensation (note 3) .................. 3,404 546 3,617 1,068 
- _ _ _ _ -  
---- 

Other income (expense): 
Share of earnings of Discovery (note 7) ............... 15,396 27,561 38,210 38,011 

.................................... 17 247 
15,091 27,920 38,227 38,258 

Earnings before income taxes ...................... 10,109 33,583 36,172 49,835 
Income tax expense ............................... (6,082) (11,326) (15,270) (15,658) 

Netearnings .................................. 4,027 2 2 3 7  m , m  34,177 

- -- Other, net (305) 2 
- _ _ _ _ _ _  

---- 
- _ _ _ _ . -  

Other comprehensive loss, net of taxes: 
Unrealized holding gains (losses) arising during the period . 572 (229) 611 (229) 
Foreign currency translation adjustments . . . . . . . . . . . . . .  (2681) (2,434) (8,072) (1,433) 
Other cnmprehensive loss.. ....................... (2,109) (2,663) (7,411) (1,662) 

_ _ - - _ _  
-- - 

Cbmprehensiveeamings ............................ S 1,918 19,594 13,441 32,515 
Pro forma basic and diluted earnings per common share 

- -_E-  

(note 4). ..................................... $ .01 .08 .07 .12 ---- 
See accompanying notes to condensed consolidated financial statements. 
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DISCOVERY HOLDING COMPANY 
Condensed Consolidated Statemenfs of Casb Flows 

(unaudited) 

S h  mrmths ended 
June 30, 

2005. 2004 
MnmU In 
lhouspldc 

-- 
Cash flows from operating activities: 

Netearnings ...................... .: ............. ::.. ........... $W,852 34,177 

Depredation and amortization. .......... ; ........................ 37,004 35,226 
Stock-based compensation. ...................................... 3,617 1,068 
Payments for stock-based compensation ............. ~ ............... (2,132) - 
Share of eamings of Discovery ................................... (38,210) (38,011) 
Deferred income tax expense.. ................................... 14291 14,908 
Other n0p-h credits, net ....................................... (6) (W 

Trade receivables ............................................. 4,875 (15,ZSS) 
Prepaid cxpcnses and other current assets . . . . . . . .  1 . . . . . . . . . . . . . . . . . .  4,751 (3,369) 
Payablcs qnd other liabilities ..................................... (14,003) 9,962 

Net cash provided by operating activities ....... ................ 30,999 38,029 

Adjustments to reconcile net earnings to net cash provided by operating 
activities: 

Changes in assets and liabilities (net of acquisitions): 

-- 
(51,153) (14,305) 
- (34,057) 

Cash flows h m  investing activities: 
Capital expenditures. .............. ; ..................... 
Cash paid for acquisitions, net of cash acquired. ........................ . . .  Other investing acbwties, net ...................................... 3,984 1,337 

Net Cash used in investing activities ....................... . . . . .  (47,169) (47,025) 

Net cash transfers from parent ..................................... 5,365 30,999 
Other financing activities, net ...................................... (5)  - 

Net cash provided by fmancing activities. .......................... 5,360, 30999 
Net increase (decrease) in cash and cash equivalents .................. (10,810) 22,M)3 

'Cash and cash equivalents at beginning of period ......................... 21,611 8599 
Cash and cash equivalents at end of period.. ............................ $10,831 30,602 

-- 
~ a s h  ~ o w ~  from Gancing activities: 

I=- 

See accompanying notes to condensed consolidated financial statements. 
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DISCOVERY HOLDING COMPANY 
Condensed Consolidated Stntement of Parent's Investment 

Six months ended Jone 34 2005 
(onandited) 

Balance at January 1,2005 .................. 
Net eamings ........................... 
Other comprehensive loss ................. 
Stock-based compensation . . . . . . . . . . . . . . . . .  
Net cash transfers from parent. ............. 

$5,506,066 - 
- 

2,102 
5,365 

m a l  - 
4,347,279 
20352 

5365 
Balance at June 30, 2005 ................... $5,513,533 (1,150,245) 4,899 4,368,187 

See accompanying notes to condensed consolidated financial statements. 

-- _== - 
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DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidated Financial Statements 

June 30, ZOOS 

(unaudited) 

(1) Basis of Presentation . .  

The accompanjing condensed consolidated fmncial statements of Discovery Holding Company 
(“DHC” or the “Company”) represent a combination of the historical financial infoimation of 
(1) Ascent Media Group;hc. (%cent Media”), a wholly-owned.subsidiary of Li i r ty  Media 
Corporation (“Liberty”),,and (2) Iiberty‘s 50% ownership interest in Discovery. The spinoff transaction 
(the “Spin of(”) described in note 2 was completed on July 21,2005. In addition to these assets, 
Liierty transferred $200 million to a subsidiary of DHC prior to the Spin Off. The Spin Off will be 
accounted for at historical cost due to the pro rata nature of the transactioa Accordingly. DHC‘s 
historical financial statements wil l  be presented in a manner similar to a pooling of interest. In order to 
assist the reader in understanding DHC‘s financial statements, th is  Quarterly Report on Form 10-Q has 
been prepared as if the Spin Off had occurred on June 30, 2005. Accordingly, the assets and liabilities 
and results of operations of the businesxs contrihutcd to DHC (exclusive of the $200 million cash 
contribution), bhich were previously referred to as LMC Discovery Group, are included h the 
accompanying condensed’ consolidated financial statements for all periods presented. The $200 million 
cash contribution will be accounted for as an equity transaaion in the third quarter of 2005. 

Services group provides services necessary to complete the creation of original content, including 
featux films, mini-series, television shows, television commercials, music video$ promotional and 
identity campaigns, and corporatc communications programing. The group manipulates or enhances 
original visual images or audio capturcd in principal photography or creates new three dimensional 
images, animation sequences, or sound effects. The Media Management Services group provides owners 
of content libraries with an entire complement of facilities and scrvices necessary to optimizC. archive, 
manage, and repurpose media assels for global distribution via freight, sateUitc, fiber, and the Internet 
The Networks SeSces group provides the facilities and servims necessary to assemble and distribute 
programming content for cable and broadcast networks via fiber, satellite, and thc Internet to viewers 
in North America, Europe, and Asia. Additionally, the Networks Services group provides systems 
integration, design, consulting, engineering and projeci management services. 

and satellite tele\ision programming in thc United States and over 160 other countries. 

opinion of management, reflect all adjustments (wnsisthg of normal recurring accruals) neccssary for a 
fair presentation of the results for such periods. The results of operations for any interim period are 
not nuxsarily indicative of results for the full year.’These condensed consolidated financial statements 
should he read in conjunction with the LMC Discovery Group December 31,2004 combined financial 
statements and notes thereto included in the Cgmpany’s Information Statement, which was fled as 
Exhibit 99.1 to Amendment No. 3 to the Company’s Registration Statement on Form 10, as filed with 
the Securities and Exchange Commission on July 7, 2005 (the “Information Statement”). 

in the United States of America (“GAAF”’) requires management to make estimates and assumptions 
that affect the reponed amounts of revenues and expenses for each reponing period. T k  sigmficaot 
estimates made in preparation of the Company’s consolidated financial statements primarily relate to 

Ascent Media is comprised of three operating divisions or groups Ascent Media’s Creative 

Discovery is a global media and entertainment company that provides original and purchased cable 

The accompanying interim condensed consolidated financial statements are &audited but, in the 

, 

. .  
The preparation of financial statements in conformity With accounting principles generally accepted 

1-5 

DHC. I. D.0000264 



DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidaled Financial Statements (Continued) 

June 30,2005 

(unandited) ’ 

valuation of goodwill, other intangible assets, long-lived assets, deferred tax assets, and the amount of 
theallowance for doubtful accounts. Actual results could differ from the estimatcs upon which the 
carrying values were based. 

(2) Spin Off Transaction 

During the first quarter of 2005, the Board of Directors of Liberty approved a resolution to spin 
off the capital stock of DHC to the holders of Liirty Series A and Series B common stock. The,Spin 
Off was completed onluly 21, 2005 (the “Spin Off Date”) and was effected as a dividend by Liberty to 
holders of its SeriesA and Series B common stock of shares of DHC Series A and Series B common 
stock, respectively. Holders of Liberty common stock on July 15,2005 (the “Record Date”) received 
0.10 of a share of DHC Series A common stock for each share of Liberty Sen- A common stOck 
owned and 0:lO of a share of DHC Series B common stock for each shm of Li i r ty  Serics B common 
stock owned. Approximately 268.1 million sharcs of DHC Series A common stock and 12.1 million 
shares of DHC Series B common stock wert issucd in thc Spin Off Tnc Spin Off did not involve the 
payment of any considcration by the holders of Liberty common stock and is intended to qualify as a 
tax-free transaction. 

stock ownership, beneficial or otherwise, in the other. In connection with the Spin Off, the Company 

between the Company and Liberty after the.Spin Off and to provide for an orderly transition. Thesc 
agreements include a Reorganization Agreement, a Services Agreement and a l k x  Sharing Agreement 

The Reorganization Agreement prm.des for, among other things, the principal corporate 
transactions required to effect the Spin Off and cross indemnities. Pursuant to the Services Agreement, 
Liiberty will provide the Company with office space and certain general and administrative services 
including legal, tax, accountin& treasury and investor relations suppon. The Company will reimburse 
Liberty for direct, out-of-pocket evnses  incurred by Liberty in providing these senices and for the 
Company’s allocable portion of facilities costs and costs associated with any shared senices or 
personnel. Liberty and DHC have agreed that they will review cost allocations every six months and 
adjust such charges, if appropriate. 

Under the ’Isx Sharing Agreement, Liberty will generally be responsible far U.S. federal, state, 
local and foreign income taxes reported on a consolidated, combined or unitaq return that includes the 
Company or one of its subsidiaries and Liberty or one of its subsidiaries. The Company will be 
responsible for all other taxes that are attributable to the Company or one of its subsidiarieq whether 
accruing before, on or after the Spin Off. The Tax Sha- Agreement requires that the Company will 
not take, or fail to take, any action where such action, or failure to act, would be inconsistent with or 
prohiiit the Spin Off from qualifying as a tax-free transaction. Moreover, the Company has indemnified 
Liberty for any loss resulting from (i) such action or failure to act or (ii) any agreement, understanding, 
arrangement or substantial negotiations entered into by DHC prior to the day after thc fmt anniversary 
of the Spin Off Date, with respect to any transaction pursuant to wbich any of thc othcr shareholders 
in Discovery would acquire sharcs of, or other interests in DHCs capital stock. 

Following the Spin Off, the Company and Liberty operate independentiy, and neither has any 

: and Liberty entered into certain agreements in order to govern certain of the ongoing relationships 
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DISCOVERY HOLDING COMPANY 
Notes’to Condensed Consolidated Financial Statements (Continued) 

June 30,2005 

(unandited) 

(3) Stock-Based Compensation 

stock The Company applies the intrinsic-value-based method of accounting prescn’bed by Accounting 
Principles Board (AF’B) Opinion No.,25, Accounting for Stock Issued to Employre, and related 
interpretations including FASB Interpretation No. 44, Accounting for Main Trans&& involving 
Stock Compensatwq an interpretation of AF’B Opinion No. 25, to account for its fixed-plan stock 
options. Under this method, compensation expense is recorded on the date of grant only if the ament  
market price of the underlying stock exceeds the exercise pri& and is recognized on a straight-line 
basis over the vesting period. Statement of Financial Accounting Standards No. 123, Accountingfor 
Stock-Based Compensation (“SFAS No. lW), established accounting and disclosure requirements using 
a fair-value-based method of accounting for stock-based employee campensation plans As allowed by 
SFAS No. 123, the Company has elected to continue to apply the intrinsic-value-based method of 
accounting describcd a b c  and has adopted only the disclosure requinments of SFAS No. 123. 

been applled to all outstanding and unvested awards in each period. 

Employees of the Company hold stock options with respect to shares of Liberty Series A cnmmon 

The following table illustrates the effect on net earnings as if the fair-value-based method had 

-Ibr.. monlhs row si marthr mded 
lune 30, 1- 30. 

2w5 2lKM 2005 m 4  
~ m o b  in lbarrsndi 

_ _ _ _ _ _ -  
Net earnings, as reponed .............................. $4,027 U257 M,852 34,177 
Add 

Stock-based employee compensation expense included in 
reported net earnings ........................... 1,536 572 2,102 1,162 

Deduct: 
Stock-based employee compensation expense determined 

under fair value based method for all awards . . . . . . . . . .  (5,852) (1,407) (7,317) (2,859) 
Pro forma net earnings (loss). ..................... $ (289) 21,422 15.637 32480 

_ _ - -  - - -  = 
Pro forma basic and diluted earnings per sharc: 

As reponed .................................... $ .D1 .08 .07 ’ .12 

Pro forma for fair value stock compensation. ............ S - .08 .06 .12 
- - - -  - - - -  

On May 24,2005. Liberty cammcnccd an offcr to purchasc certain stock options and stock 
appreciation rights (“SARs”) held by eligible ernployccs of Ascent Media. The offer to purchase 
related to 1,173,028 options and S A R s ,  and the aggregate offering price for such options and SARS was 
approximately $2.15 million The offer to purchase expired at 900 p.“, Pa&c timc. on June 21.M0.5. 
Eligible employees tendered options with respect to 1,112,421 shares of Liberty Series A common 
stodg and Liberty purchased such options for aggregate cash payments of approximately $2.12 million. 
In wnnedion with these purchases, Ascent Media recorded compensation expense of $3,4M,Wo, which 
is included in net earnings for the six months ended June 30.2005. 

In December 2004, tbc Financial Accounting Standards Board issued Statement of Financial 
Accounting Standards No. 123 (revised 2004), “Share-Based Payments” (“Statement 123R”). Statement 
123R, which is a revision of SFAS No. 123 and supersedes APB Opinion No. 25, establishes standards 
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DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidated Financial Statements (Continued) 

June 30,2005 

(unaudited) 

for the accounting for transactions in which an entity exchanges its equity instruments for goods or 
services. primarily focusing on uansa%ons m which an entity obtains emplogcc scrvicc~ Statcmcnt 
123R generally requires companies to measure the wst of employec services rcccived in cxchange for 
an award of equity instruments (such as stock options and restricted stock) based on the grantdate fair 
value of the award, and to recognize that wst over the period during which the employee is required to 
provide servicc (usually thc vesting period of the award). Statement 123R also requires wmpanies to 
measure the cost of employee senices received in exchange for an award of liability instruments (such 
as stock appreciation rights) bascd on the current fair value of the award, and to remeasure the fair 
value of'the award at each reporting date. 

Public companies were originally required to adopt Statement 123R as of the beginning of the first 
interim period that begins after June 15,2035. On April 14,200S, the Securities and Exchange 
Commission amended the effective date of Statement 123R to the beginning of a registrant's ncxt fiscal 
year, or January 1,2006 for calendar-year companies, such as D H C  'Ibc provisions of Statcmcnt 1BR 
will affect the accounting for all awards granted, modificd, repurchased or cancelled after January 1, 
2006. The accounting for awards granted, but not vested, prior to January 1, 20% will also be impacted. 
Thc provisions of.Statement 123R allow companies to adopt the standard ,on a prospective basis or to 
restate all periods for which Statement 123 was effective. The Company expects to adopt Statement 
l23R on a prospective basis, and will include ii its financial statements for periods that begin after 
Decembcr 31, ZOOS pro forma information as though the standard had been adopted for all periods 
presented. 

such adoption could have a significant impact on its operating inwmc and net earnings m thc fuhuc. 

(4) Pro Forma Earnings, Per Common Share 

pro forma number of common shares outstanding for the period. The pro forma number of shares 
outstanding for all periods presented is 280,199,000 shares, which is the number of shares that were 
issued on the Spin Off Date. Dilutive EPS presents the dilutive effect on a per shares basis of potential 
common shares as if they had been converted at the beginning of the periods presented Due to the 
relative insignificance of the dilutive securities in 2005 and Z W ,  their inclusion does not impact thc 
EPS amount as reported in the accompanying condensed consolidated statemcnts of opcrations. 

While the Company has not yet quantified the impact of adopting Statement lBR, it 'believes that 

Pro forma basic earnings per common share ("EPS') is computed,by dividing net e d g s  by the 

(5) Supplemental Disclosure of Cash Flow Information 

S b  rnoolbs a d d  

momu in thousand. 
Cash paid for acquisitions: 

Fair value of assets acquired ......................... $- 50,262 
Net liabilities assumed ............................. - (16,205) - 
Cash paid for aquisitions, net of cash acquired . . . . . . . . .  $- 34,057 - - 
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DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidated Financial Statements (Continued) 

June 30,2005 

(unaudited) . ,  

(6) Goodwill and Other I o t a ~ b k  Assets 

G o o d d  and other intangible assets are mmprised of the following: 

June% D ~ u n b e r 3 1 ,  
200s rn 

. .  M-U Im tboursnds 

Goodwill 
Creative Services Group. ....................... .$ 107.377. . 107377 .. 
Media Management Servias Group ................ 93,369 93350 
Network Services Group. ....................... 163,568 163,719 
Discovery .................................. 1,771,aW I,nlpoo 
Total goodwU.. ............................ 2,135,314 2,135,446 

'Ikademar ks ................................... 2,440 2,440 
Oth& intangible assets ........................... 1.785 2.469 

n t a l  goodwill and other intangibles. ............. $2,139,539 2,140,355 
GAAP requires companies to allocate enterprise-level gWdwill to all reporting units, including 

equity method'investments. Accordin&, the Company has allocated $1.771,OW,OW of enterprise-level 
gwdwill to its investment in Discovery. This allocation is performed for goodwill impairment testing 
purposes only and does not change the reported canying value of the investment. However, to the 
extent the investment is disposed of in the future, the allocated goodwill will be relieved and included 
in the calculation of the gain or loss on disposal. 

(7) Investment in Diswvery 

equity method of accounting. Discovery is a global media and entertainment company, that provides 
original and purchased video programming in the United States and over 160 other countries. 

in note 6, $1,771,000,000 of enterprise-level goodwill bas been allocated to the investment in Discovery. 

n e  Company has a 50% ownership interest in Discovery and acwnnts for its investment using the 

DHC's carrying value for DiscnveIy was $2,979.955,000 at June 30,2005. In addition, as described 
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DISCOVERY HOLDING COMPAtiY 
Notes to Condensed Consolidated.Financid Stslements (Continued) 

June 30,2005 
, 

. ,  
(nnaudited) ’ 

Summarized financial information for Dismvery is as foll&: 

Consolidated Balance Sheets 

l”nC30. I k n m b u 3 t  

Current assets.. ............................... $ 896,109 835,450 
Property and equipment, net ...................... 400,291 3W.W 
Goodwill and intangible assets ......... ~. .......... 420,951 445,221 
Programming rights, long term. .................... 1,077,195 1,027,379 
Other assets .................................. 447,900 547,346 

Tbtal assets ................................. $3,242,446 3,235,686 

Current liabilities .............................. $1,156,905 885.353 

Other liabilities. ................................ 161,906 160,405 
Mandatorily redeemable equity in subsidiaries. ......... 253,776 319,567 
Stockholders’ deficit ............................ (559,580) (627,926) 

2005 rn 
.monts Ln thour.odr 

. .  

- 
Long term debt. .................... ........ 2229,439 2,498287 

Total liabilities and stockholders’ deficit. ..... : ....... $3,242,446 3,235,686 

Consolidated Statements of Operations 

Si. mootbr coded 
Jwc 30, 

2005 2004 
m-u in Gmusnnda 

Rcvenue ................................................... $1,261,367 1,114,653 
Cost of revenue .... .: ........................................ (441,400). (381,012) 

Equity-based compensation ............................... . . . . .  (45.820) (54,795) 
Depreciation and amortization .............................. : .... (59,859) (69,222) 

OperaMg income ............................................. 226,586 196,263 
Intercst expense ................................ ; ............. (85,210) (81,759) . Other income (expense) ................... ;. . . . . . .  (385) 20,525 

Neteamings ............................................... $ 76,420 76,022 

Selling, general and administrative. ......................... . . . .  (487,702) (413.361) 

Income tax expense . ... .......................... (64,571) (59,007) -- 
(8) Acquisitions 

London Ployout Cmln. 

On March 12, 2w4, pursuant to an Agreement for the Sale and Purchasc (the “Purchase 
Agrecrnent”), Ascent Media acquired all of the issued share capital of London Playout e n t r e  Limited 
(‘ZPC”) from an independent third party (the “Seller“) for a purchase price of $36,573,000 paid at 
dosing. In addition, in the event certain existing LPC contracts, which were to expire in 2005 through 
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DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidated Financial Statements (Continned) 

June 30, u)o5 
(unaudited) 

2007, were renewed on terms similar to existing terms, Ascent Media would have been required to pay 
up to an additional f5,000,000. As of June 30, 2005, all contracts subject lo this contingency had 
expired or been terminated, and no contingent purchasc price was owed by Ascent Media. LPC is a 
UK-based television channel origination facility. The purchase was funded, in part, by procceds kom 
Liberty. 

The foUowing unaudited pro forma information for the six months ended June 30.2004 was 
prepared assuming the acquisition of LPC occurred on January 1, 2004. However, these pro forma 
amounts are not uecessaIiiy indicative of operating results that would have occurred if the LPC 
acquisition had occnrred on January 1 ,2W (amounts in thousands): 

Revenue .................................................. $314,923 
Net earnings ............................................. $ 33,227 . 

(9) Commitments aud Contingeucies 

In management’s opinion, none of the pending actions is likely to have a material adverse impact on 
the Company‘s fmancial position or results of operations. 

(IO) Related Par@ lhnsadions 

Certain third-party general and administrative and spin off related costs have been paid by Liie,crty 
on behalf of the Company and reflected as expenses in the accompanying condensed consolidated. 
statements of operations. Such expenses aggregated $3,233,000 for the six months ended June 30, 2005. 

Since October 1, 2002, Ascent Media has provided uplink and satellite transport services to On 
Command Corporation (“On Command”), a wholly owned subsidiary of Libertg, pursuant to the terns 
of a short-term Services agreement and a content preparation and distribution services agreement, 
which continues through March 31, 2008. The content preparation and distriiution services agreement 
also provides that Ascent Media may supply content preparation serviacs. During the period from 
April 2003 to October zo(w, Ascent Media also installed satellite equipment at On Command’s 
downlink sites at hotels pursuant to a separate. services agreemenr All agreements werc entered into in 
the ordinary course of business on arm’s-length terms. Ascent Media has provided S273,WO and 
$225,000 in services to On Command for the six months ended June 30, Mo5 and 2OM. respwtiFly. 

Ascent Media provides services, such as satellite uplink, systems integration, origination, and 
post-production, to Diswvery and various affiliates of Liberty. Revenue recorded by Ascent Media for 
these SCN~CCS for the six months ended June 30,2005 and ux)4 aggregated $19,938,WO’and 
$11,337,wO, respectively. 

(11) Information About Operating Segments 

The Company’s business units have been aggregated into four reportable segments: thc Creative 
Services Group, the Media Management Senices Group, and the Network S e M m  Group, which arc 
all operating segments of Ascent Media. and Discovery, which is an equity affiliate. Corporate related 
items and unallocated income and expenses are reflected in the Corporate and Other wlumn listed 
below. 

The Company is involved in litigation and similar claims incidental to the conduct of its business. 
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DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidated Financial Stalements (Continned) 

June 30,2005 

(unaudited) 

The Creative Services Group provides post-production sen&, which are comprised of selvicCs 

I 

necessary to complete the creation of original content including feature films, telcvision’shows, movies 
of the weeldmini series, television commercials, music iidcos, promotional and identity campaigns and 
corporate communications programming. The Media Management Sewices Group provides (i) content 
storage senices; which are comprised of fadlities and senices necessq to optimize, archive, manage 
arid repurposc media gSseh for gIobal distniution via freighf satellite, fiber and the Interner 
(ii) access to all forms of content, duplication and formatting services; (iii) language conversions and 
laybacks; (iv) restoration and preservation of old or damaged content; (v) mastering from motion 
picture film to high resolution or data formats; (vi) digital audio and video encoding services: and 
(vu) digital media management seniccs for global home video. broadcast, pay-per-view and emerging 
new media distnbution channels The Network Services Group provides broadcast services, which are 
comprised of.services necessary to assemble and distribute programming for cable and broadcast 
networks via fiber and satellite to viewers in North.America, Europe and Asia. Additionally, the 
Networks Senices Group provides systems integration, design consulting, engineering and project 
management services. 

The Company’s chief operating decision maker, or his designee (the “CODM’), has identified the 
Company’s reportable acgments based on (i) financial information reviewed by the CODM and 
(ii) those operating segments that represent mare than 10% of the Company’s consolidated revenue or 
earnings before taxes. In addition, those equity investments whose share of earnings represent more 
than 10% of the Company’s earnings before taxes are considered reportable segments. 

dcscnbcd in the summary of significant acccunting policies and are consistent with GAAP. 

such as revenue and operating cash flow. The Company defines operating cash flow as revenue less 
operating expenses and selling, general and adpkiistrative expense (excluding stock and other equity- 
based compensation). The Company believes this is an imponant indicator of the operational strength 
and performance of its businesses, including the ability to service debt and capital expenditures. In 
addition, this measure allows management to new operating results and pcrform analytical comparisons 
and identify strategies to improve performance. This measure of performance excludes depredation and 
amoeation, stock and other quity-bascd con@ensation and restructuring and impairment charges 
that are included in the measurement of operafing:inmme pursuant to GAAE Aecordingiy, operating 
cash flow should be considered in addition to, bht not as a subsiiiute for, operating income, cash flow 
provided by operating activities and other measures’of financial performance prepared in accordance 
with G W .  The Company’s reportable segments are strategic business units that offer different 
products and services., They are managed separately because each segment requires different 
technologies, distriition channels and marketing strategies. 

The accountin; policies of the segments that are consolidatcd subsidiaries are the same as those 

The Company evaluates the performance of these operating segments based on financial measures 
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DISCOVERY HOLDING COMPANY 
Notes to Condensed Consolidated Financial Slaternents (Continued) 

June 30,2005 

(unaudited) 

Summarized financial information concerning the Company's rcpoltahle segments is presented in 
the following tables: 

Medla Cwornle 
C r u h  M~osgtmmt New& .nd mr 
sen(ca services servbP a d  
G m p  G m p  Gnup(1) Dircmw eUmhallonr E 

snounu in tbmsands 
Six months ended June 30,2005 

Revenue from external customers . . . .  $151,793 60,049 140,467 1,261,367 (1,261,367) 352,309 
Operating cash flow. ............. $ 27,762 8,447 26,774 332,265 (356,732) 38,516 
Capital expcnditures ............. $ 10,197 11,877 26,450 60,629 (58,000) 51,153 
Total assets .................... $293,255 168,509 289,045 3,242,446 13590,593 5,583,849 

Revenue from external customers . . . .  $150,807 52,163 103,450 1,114,653 (1,114,653) 306.420 
Operating cash flow. ............. $ 28,325 9,082 29,312 320280 (339,128) 47,871 
Capital expenditures ............. $ 8,992 1,984 3,139 24,517 (24,327) 14,305 

Six months ended June 30, ux)4 

(1) Included in Network Services Group revenue is broadcast services revenue of $71,655,000 and 
$60,660,000 and systems integration revenue of $68,812.000 and $42,790,000 for the six months 
ended lune 30, 2005 and 2004, respectively. 

M d d  carpme 
Crufirc M ~ m m  Nehmrlr mdaber 
service* SINiUl serviecl end 
Grmp Gmup GmUP(1) D i w q  sliminations Told 

amo(1ou in tbom.ndr 
-- 

Three months ended June 30, 2W5 
Revenue from external customers ....... $77564 31273 69.182 659.896 (659.896) 178.019 

I~ .~ ~~~ ~~ ~~ ~~~~~~~~ ~~~~ 

Operating cash now. ................ $14,712 4757 11;768 183;810 ('196;382j 18665 
Capital expenditures ................ $ 5,697 6,616 16,201 . 25,170 (23,452) 30232 

Three months ended June 30,2004 
Revenue from external customers. . . . . . .  $75.640 26.713 58.124 587.291 (587.291) 160.477 ~~~ ~ ~~~~ ~ 

Operating cash flow. ................ $13945 4;394 1 6 3 3  182;863 ( 1 9 i O z z j  Si383 
Capital expenditures ................ $ 4,624 1,218 2,222 18,814 (18,498) . 8,380 

(1) Included in Network ScMces  Group revenue is broadcast scrvicer revenue of $35,744,000 and 
634,919,000 and systems integration revenue of 533.438.000 and $23.205.000 for the three months 
erded June 30, ZOOS and 2004, respectively 

1-13 

DHC. I. DO000272 



DISCOVERY HOLDING COMPANY 
Nates to Condensed Consolidated Pinanrial Statements (Cmtinued) 

June 30,2005 

(unaudited) 

The following table provides a reconciliation of segment operating cash flow to d n g s  before 
income taxes. 

six mrmthr ended 
bnr  34 

200s 2m( 
amoynts I. thou& 
-- 

Segment operating cash flow .......................... S 38,516 47,871 
Stock-based compensation ............................ (3,617) (Ipd8) 

Share of earnings of Discovery. ........................ 38,210 38,011 

Earnings before income taxes.. ........................ $ 36,122 49,835 

Depreciation and amortization ......................... (37,004) (35,226) 

........................................ 17 7.47 0ther.net -- -- 
Information as to the Company's operations in different geographic areas is as follows: 

SL. rnolltbl ended 
IWK 34 

1 w S  Zrm 
uom16 in tboy-dt 
-- 

Revenue 
united States ................................... $268,199 226,135 
United Kingdom.. ............................... 74,967 68,446 
Other countries.. ................................ 9,143 11,839 -- 

$352,309 3W420 
7- 
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I e m  2. Management's D*cussion undhaiysis of F i n a d  Condirion and Re& Of Opermionr 

Certain statements in this Quarterly Report on Form 10-Q constitute forward-looldng statements 
within the meaning of the Private Securities Litigation Reform Act of 1995. To the extent that such 
statements are not rekitations of historical fact, such statements constitute forward-looking Statements 
which, by definition, involve risk and uncertainties. Where,.in any forward-looking statement, we 
express an expectation DT belief as to future results or events, such expectation or belief is expressed in 
good faith and believed to have a reasonable basis, hut there can be no assurance that the statement of 
expectation or belief,will result or be achieved or accomplished. Thc following include some hut not all 
of thc factors that could cause actual results or events IO d s e r  materially from those anticipated: 

general economic and business conditions and industry trends including thc timing of, and 
spending oi~,  feahlre 6lm and television production; 

first-m and existing content libraries; 

which we have interesrs, operatc; 

- spending on domestic and foreign television advertising and spending on domestic and foreigo 

* the regulatory md competitive environment of the industries in which we, and the entities in 

- continued consolidation of the broadband distribution and m d c  studio industries; 

* 5uctuafions in foreign currency exchange rates and political n&st in international markets; - uncertainties inherent in the development and inlegation of new business ha. acquired 
businesses and business strategies; 

the development and provision of programming for new television and telecommunications 
technologies; 

deployment of personal video recorders, video on demand and IF' television and their impact on 
television advertising revenue: 

rapid technological changes; 

- uncertainties associated with product and service development and market acceptance, including 

* changes in distribution and viewing of television programming, including the expanded 

- future fmancial performance, including availability, t e r n  and deployment of capital, . the ability of suppliers and vendors to deliver products, equipment, software and services; - the outcome of any pending or threatened litigation; 

* availability of qualified personnel; 

*. the possibility of an industry-widc strike or othcr job action by or affecting a major 
entertainment industry union; 

changes in, or failure or inability to comply with, government regulations, including, without 
limitation, regulations of the Federal Communications Commission, and adverse outcomes kom 
regulatory proceedings; 

changes in the nature of key strategic relationships with partners and joint venturers; 

in which we havc interests; and 

the world. 

- wmpctitor responses to ow products and senice$ and the products and services of the entities 

* threatened terrorists attacks and ongoing military action in the Middle East and other parts of 
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These forward-looldng statements and such risks. uncertainties and other factors speak only as of 
the date of this Quarterly Report, and we expressly disclaim any obligation or undertaking to 
disseminate any updates or revisions to any forward-looldng statement contained herein; to reflect any 
change in its expectations with regard thereto, or any otherchange in events, conditions or 
circumstances on which any such statement is based. 

The following discussion and &lysis provides information concerning OUT results of Operations 
and financial conditipn. This discussion should be read in conjundqn with our accompanying 
condensed consolidated financial statements and the notes thereto; and om "Management's Discussion 
and Analysis of Financial,Condition and Results of Operations'' and the combined financial statements 
of LMC Discoveq Group for the year ended December 31,2004 included in OUI Information 
Statement. 

Overview 

consolidate, and a SO% ownership interest in Discovery, which we accaunt for using the equity method 
of'accounting. Accordingly, as described below, Discovery's revenue is not reflexted in .the revenue we 
report in our. fFancial statements. In addition to the foregoing assets, immediateiy prior to the'spin 
Off, Liierty transferred to a subsidiary of our company $200 million in cash. The Spin Off was effected 
on Juiy 21,2W5 as a distribution by Liberty to holders of its Series A and Series B common stock of 
shares of our Series A and Series B common stock, respectively. The Spin Off did not invoke the 
payment of any consideration by the holders of Jiberty common stock and is intended to qualify as a 
tax-free spinoff. The Spin Off will be accounted for at historical cost due to the pro rata nature of the 
distriution. 

Following the Spin Gff, m and Liberty operate independently, and neither has any stock 
ownership, hcneficial or otherwise, in the other. 

Ascent Media provides creative, media management and network services to the media and 
entertainment industries. Ascent Media's clients indude major motion picture studios, independent 
pmdncen, broadcast networks, cable programming networks, advenising agencies and other companies 
that produce, own andior distriiute entertainment, news, sport.!, corporate, educational industrial and 
adverthing content. Ascent Media's operations are organized into the following four groups: creative 
services, media management services, network services and corporate and other. Ascent Media has few 
long-term or exclusive agreements with its creative services and media management services customers. 

In ux)5, Ascent Media's focus is on leveraging its broad array of media senices and to market 
itself as a,fuU service provider to new and existing customers within the feature film and television 
production industry, With facilities in the US., the United Kingdom and Asia,' Ascent Media also 
hopes to increase its services to multinational companies. The challenges that Ascent Media faces 
include (i) differentiating its products and services to help maintain or incrcax operating m@ns and 
(ii) financing capital expenditures for equipment and other items to satis@ customers' desire for 
services using the latest technology. 

Our most signifcant asset is Discovery, in which we do not have a controlling financial interest. 
Discovery is a global media and entertainment company that provides original and purchased video 
programming in the US. and Over 1M) other countries. We a m u n t  for our interest in Discovery using 
the equity method of accounting. Accordingly, our share of the results of operations of Dimvery is 
reflected in our consolidated results as earnings or losses of Discovery. To assist the reader in better 
understanding and, analyzing our business, we have included a separate discussion and analysis of 
Discovery's results of operations and liquidity below. 

. ~ ~. 

We arc a holdmg mmpany and our businesses and assets include b u t  Media, which we 
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Acquisitions and Dispositions 

capital of London Playout Centre Limited which wc refcr to as LPC, a UK-based television channel 
origination facility. LF’C is included in Ascent Media’s network services group. 

Cinetech, Inc., a film laboratory and still image preselvation and restoration company. for SlO,wO,Mx) 
in cash plus contingent compensation of up to $lW,wO to be paid based on thc satisfaction of certain 
contingencies as set forth in the purchase agreement. Cinetech is included in Ascent Media’s media 
management services group. 

Operating Cash Elm 

We evaluate the performance of our operatiag segments based on financial measures such as 
revenue and operating cash flow. We define operating cash 5wr as revenue less cost of services and 
selling, general and administrative expense (excluding stock and other equity-based compensation). We 
believe this is an important indicator of the operational strength and @rformance of .our businewq 
including the ability to invest in ongoing capital expenditures and service of any dcbt In addition, this 
measure allows management to view Operating results and perform analytical comparisons and identify 
strategies to improve performance. This measure of performance exdndes depredation and 
amortization, stock and other equity-bascd mmpensation, restructuring and impairment charges that 
are included in the measurement. of operating incomc pursuant to US. g e n e d y  accepted accounting 
principles or GAAP. Accordingly, operating cash flow should be considered in addition to, but not as a 
substitute for, operating income, cash flow provided by operating activities, and other m=asures of 
financial performance prepared in accordance with G W .  See note 11 to the accompanying condensed 
consolidated financial statements for a reconn’liation of operating cash flow to earnings before income 
taxes. 

Resolts of Operations 

Our consolidated results of operations include general and administrative expenses incurred at the 
DHC corporate level, 100% of Ascent Media’s results and om 50% sbare of earnings of Discovery. 

Ascent Media’s creative selvices group revenue is primarily generated boom fees for vidco and 
audio post prodUction, special effects and editorial senices for the television, featurc film and 
advertising industries. Generally, these sehces pertain to the completion,of feature mmS. television 
programs and advertisements. These projects normally span from a few days to h e  months or more 
in length, and fees for these projects typically range eom $lO,OW to $1,oOo,Mw) per project. The media 
management services group provides Owners of film l i i r ~ e s  a broad range of restoration, preservation, 
archiving, professional mastering and duplication services. The scope of media management services 
vary in duration from one day to several months depending on the nature of the service, and fees 
typically ”nge from less than Sl,Mx) to SlWpOO per project. Additionally, thc media management 
serviccs group includes Ascent Media’s digital media center which is dcveloping new products and 
businesscs in areas such as digital imaging, digital media and interactivc media. The network services 
group’s revcuue cousists of fees relating to facilities and services necessary to assemble and transpd 
programming for cablc and broadcast networb across the world via freigbt, tiber, sateUte and the 
Internet. Additionally, the group’s revcnucs are also driven by systems integration and field support 
services, technology consulting services, dcsign and implementaticm of advanced video systems, 
engineering project management, technical hclp desk and field service. A p p r h a t e l y  51% of the 
network serviccs group’s revenue relates to broadcast scniccs, satellite opcrations and fiber seMm 
that are earned monthly under long-term contracts ranging generally from one to seven years. 
Additionally. approximately 49% of revenue relates to systems integration and engineering services that 

London P&yout Centre On March 12,2004, Ascent Media acquired the entire issued share 

Cinetech On October 20, ux)4, Ascent Media aquired substantially al l  of tho assets of 
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are provided on a project hasis over terms generally ranging from threc to twelve months. Corporate 
related items and expenses are reflected in Corporate and Other, below. Cost of seMces and operating' 
expenses consists primarily of production wages, facility costs and other direct costs and selling, general 
and administrat.jve expenses. 

Tbmr maathhr rodrd SI* month. mdrd 
June 30, lune 30, 

7.w w m  m4 
arawnts bl lhoU'a@dS 

- - _ _ _ _  
Segment Revenue 
Creative services group ............................. $ 77,564 75,640 i51,793 150,807 
Media management services group ..................... 31,273 26,713 60,049 52,163 
Network services group ............................ 69,182 58,124 140,467 103,450 

............................... - - .  - - Corporate and other 
$178.019 160,477 352.3W 306,420 

Segment Operating Cash Flow 
Creative services group ............................ $ 14,712 13,945 21,762 W 2 5  
Media management services group ..................... 4,757 4394 8,447 9,OB 
Network services group ............................ 11,768 16,203 26,774 29,312 
Corporatc and other .............................. (12572) (9,159) (24,467) (18,848) 

$ 18,665 25,383 ' 38,516 47,871 

---- - - 1= -, 

---- ---- 
Revenue. Ascent Media's total revenue increased t0.9% and 15.0% for the three and six months 

ended June 30,2005, respectively, as wmpared to the corresponding prior year periods. The creative 
services group revenue increased $1,924,000 and $986,000 for the threc and six month periods 'Ihw 
increases are due to more commercial advertising production abd feature film projects in the U.S., 
partially offset by lower sound scrvices in tbc US. and continucd weakness in semccs provided in the 
U.K The media managcmcnt scrviccs group menue  increased $4,560,000 and $7,886,wO for the three 
and six month periods as a result of higher lab revenue of $3,00l,OW and S6,440,@XI p r i m d y  due to 

on of Cinetech, higher demand for DVD compression, authoring and menu design sem'ces 
from the large film studios, partially offset by dedines in the U.K resulting fim competitive market 
conditions. The nelwork seMm group revenue increased $11,058,000 and S37Q17,oOO for the three 
and six month periods. These increases reflect an increase in the number o f ' l q e  engineering and 
system integration projects partially offset by lower renewal rates on certain ongoing broadcast senices 
contracts. The six-month increase also includes $9,423,000 of revenue related to the LPC acquisition. 

Cost of S ~ i c e s .  Ascent Media's cost of services increakd 20.3% and 23.2% for the three and 
six months ended June 30, 2005, respectively, as wmpared to the corresponding prior year periods. 
The% increases are partially atlnjutahle to thc 2034 acquisitions discussed above, which contnitcd 
S1,605,wO and $10,415,000 in cost of services for the thrcc and six month periods, respectively. In 
addition, cost of scrviccs increased in 2005 due to a change in revenue mix driven by,higher systems 
engineering and integration projects m the network services group which have higher production and 
engineering labor and production material and equipment costs. Cost of senices for the Networks 
Group increased as a percent of revenue in 2005, as compared to 2W4. Compctitive pressures have 
caused the Networks Group to renew &sting contracts and to bid for new contracts at lower rates. 
Media management services group cost of services also increased as a percent of m o u e  in m5. In 
recent years, expenses for the media management senices group have increased at a faster rate than 
revenue as media management's projects have become increasingly more integratcd, with complex work 
flows requiring higher leVels of production labor and project management. This increase in labor costs. 
combined with increased spending on continued development of digital technologies and senices, has 
resulted in higher cost of sewices and decreasing operating cash flow margin. 
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SeUing General and Administrative. Ascent Media’s selling, general and administrative expenses 
increased 7.0% and 12.6% for the three and six months ended June 30, 2005, respectively, as compared 
lo the corresponding prior year periods. These increases are prinmiIy attnitable to the impact of the 
2004 acquisitions and, the growth in the revenue driving higher labor, suppon, facility and selling costs. 

administrative expenses of $1,991,ooO and $3,233,000 for the three and six months ended June 30,2005, 
respectively) decreased $3,413,000 and $5,619,000 in 2W5 primarily due to higher DHC cornorate 

Corporate and Other operating cash flow (which includcs DHC Corporate general and 

expenses and higher Ascent Media corporate expenses in the U.K. as a resuliof higher labor, fadlity 
and professional WM’W wsts  

Depreciation and Amo*twn. ’ The increase in Ascent Media’s depreciation and qortuation 
expense for the threc and six months ended June 30,2005 is due lo an increase in Ascent Media’s 
deprcciahle asset base’due to capital expenditures and the 2004 acquisitions. 

S~ock-Bllsed Compemhn In 2001, Ascent Media granted to certain of its officers and 
employees stock optiops (the “Ascent Media Options”) with exercise prices that werc less than the 
market price of Ascent Media common stock on the date of p a n t  The Ascent Media Options became 
exercisable for Liberty shares in connection with Liberty’s 2003 acquisition of the Ascent Media 
outstanding common stock that it did not already own k n t  Media is amortizing the “in-the-money” 
value of these.optiom over the 5-year vesting period. Certain Ascent Media employees also hold 
options and stock appreciation rights granted by companies acquired by Ascent Media in the past 
several years and exchanged for Liberty options and SARs. Ascent Media records cornpensation 
expense for the SARs based on the underlying stock price and vesting of such awards. 

On May 24,2@35, Li i r ty  commenced an offer to purcbasc cenain stodt options and SARs held 
6 y  eligible employees of Ascent, Media. D e  offer to purchase related to 1,173,028 options and SARs, 
and the aggregate offering prict for such options and SARs was approdmtely $2.15 million. The offer 
to purchase expired at 9:00 pm., Pacific time, on June 21, 2005. Eligible employees tendered options 
with respect to 1,112,421 shares of Liberty Series A conmion stock, and Liberty pvrchased sueb options 
for aggregate cash payments nf,approximately $2.12 million In connection with these purchases, Ascent 
Media recorded compensation expense of $3,404,000, which included (I) the amovnt of the cash 
payments less any- previously aamed compensation for the SARs and (2) the previously unamortized 
in-the-money value related to the Ascent Media Options. 

the six months ended June 30,2005 and 2004 as increases in Discwery‘s revenue and operating income 
were offset by an increase in minoriv intcrcst and a dccreasc in gains from derivativcs. 

Share of EnmingS of Dbcovq. Our share of earnings of Discovery was relatively comparable for 

We have provided a more detailed discussion of Discwe.ry‘s results of operations below. 

Income Tares. Our effec!ive tax rate was 423% and 31.4% for the six months ended June 30, 
2w5 and 2004, respectively. Our income tax expense was higher than the federal income tax rate of 
35% in 2005 primarily due to’state tax expense and ,an increase in our valuation allowanw. Our 
effectivc tax rate was lower than the federal income tax rate in 2004 due to a reduction in OUT 
valuation allowance and foreign taxes which are incuned at a lower rate than the federal rate partially 
offset by state inwme tax eqense. 

Liquidity snd CapiIaI Resoums. 

contributions from Liberty. During the six months ended June 3,2005, our primary use of cash was 
capital expenditures ($51,153,000). which we primarily funded with our available cash and cash 
generated by operating activitiei ($30,999,000). Of the foregoing 2605 capital expenditures, S29,432,oW 

Historically, ow primaIy sources of funds havc been from operating activities and capital 
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relates to the buildout of Awn1 Medids existing facilities for specific customer contracts and the 
construction of Ascent Media’s Diptal Media Center in Burbank. California. The rcmainder of Ascent 
Media’s capital expenditures relates to purchscs of new equipment and tbc upgrade of cdsting 
facilities and equipment. Ascent Media cuncnUy expccts to spend an additional S30,000,000 for capital 
expenditures in 2005. Prior to the Spin Off, Liberty transferred to one of our subsidiaries $200 million 
in cash. Subsequent to the Spm 0% Liberty will no longer bc a long-term source of liquidity for us. 
For the foreseeable future, we expea to have sufficient available cash balances and net cash lrom 
operating snivitics to meet our worldrg capital needs and capital expenditure rcquiremmta. Wc inlcnd 
to seek external equity or debt financing in the event ncw investment oppormnities, additional capital 
expendirures or increased operations requuc additional funds, but there e m  be no assurance that we 
n 3  bc able to obtain equity or debt timann’ng a n  terms that are auxpable  to us. 

We do no1 hivc access to the cash Diccovcry generates from its operations, unlcs  D h c r y  pays 
a dividend on its capital stock or otherwise distributes cash lo its stockbolden. Historically. Discovery 
has not paid any dividends on its capital stock, and n’e do not have sufficient voting control to muse 
Discovery to pay dnidends or make other payments or advances to us. 

Discovery 

method of accounting. Accordingly, in OUI financial sratements we record our share of Discovery’s net 
income or loss arailablc to common shareholden and reflect :his activity in one b e  item in our 
statement of operations as “Share of earnings (Iosscs) of Discovery.” Tbc following financial 
information of Discovery for the six months ended June 30, 2005 and June 30, 2W4 and related 
disnlscion is presented lo prvvide thc rrader with additinnal analysis of the operating results and 
fiancial position of Discovery. Because we do not control thc decisionmahug process or business 
management rractices of Diwovrry, we rely on Discovery lo providc us with financial information 
prepared in accordance with G n M  that we use in the application of the equity method. Tbc foUouiog 
discussion and analysis of Disrovcry’s operations and financial position bas ken prepared bascd on 
informatinn that we receivc from Discovery and rcprcrcnrs our view and understanding of thclr 
operating prformance and financial position bascd on such informatinn. Discovcy is not a separately 
traded public wmpany, and we do not havc the ability to cnusc Discovcry’s management to prcpars 
thcu o m  management’s discussion and annlysis for our purposes. Accordingly, we note that the 
naterial prcsented in Ibis section might he different if Discovery’s management had prepared it. 

In order to provide a hettcr understanding of Discovery’s operations we have also included a 
sumrnarixd prcscntation of revenue and operating cash flow of Discovery‘s three operating p u p s :  
Discowry networks US., or US. networks, Discovery networks international, or international networks, 
and Discovery commem. cducation and other. 

The U S  networks is Discovery’s largest division which owns and operates 12 cable and satellite 
channels and provides distribLtion and advertising sales services for BBC Amcrica. lntcmational 
networks manages a ponfolio of channels, led by the Discovery Channel and Animal Plana brands, 
that are distributed in t<irmaUy every pay.telcvision market in the world via an infrasvucture that 
includes major opcmtional centrrs in London, Singapore. Ncw Delhi and Miami. Discovery commerce, 
education and other includes Discovety’s retail chain store operatiuns and other dirua consumer 
marketing anivities as well as Discovery cduwtion which was recenlly formcd to manage Discovery’s 
distribution of cducation content. 

We hold a 50% ownership interest in Discovery and account for this investment using tbe equity 

The following discussion of Discovery’s results of operations is presented on a consolidated basis. 
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Consolidated Results 

b e n n e  
Advertising ..................................... 
Subsuiber.fees ............. : ................. , . .  

Total revenue,. ................................. 
Other .......................................... 

Expens& , , . 

Selling, general and administrative (“SG&K’) expense.. .... 
Operatingwh flow ............................. 

Expenses arising fmm long-term incentive plans .......... 
Depreciation and amortization ....................... 

Operating income .............................. 
Othet’ Income (Expense) 
Interest expense; net .............................. 
Unrealized gains from derivative instruments, net . . . . . . . . .  
Mmoriiy interests in consolidated subsidiaries .... ; ....... 
Othei ......................................... 

Income before income taxes ....................... 
Income tax expense. ................................ 

Net income ................................... 

Cost of revenue. ...... : .......................... 

Bnsiness segment Results 

Revenue 

$569,781 564,882 
571,191 468,412 
94,395 81,359 

1,261,367 1,114,653 
-- 
-- 
(441,400) (381,012) 

(487,702) (413,361) 
332265 320,280 
(45,SzO) (54.795) 
(59,859) (69,222) 
224586 196,263 

(85,210) (81,759) 
10.101 26,879 

(25,859) (5,562) 

-- 

-- 15.373 (792) 
140.991 135.029 
(64571) (5 i007)  -- 

S 76,420 7 6 . m  -- 

U.S. networks .................................. S 871239 801,956 
International networks ............................ 336.026 270,752 
Discovev commerce, education and other. ............. 54,102 41,945 

Total revenue ................................. $1,261,367 1,114,653 

Operating Cash Flow 
US. networks .................................. $ 330,146 306,676 
Intcrnational networks ............................ 45,686 48,131 
Discovery commerce, education and other. ............. (43567) (34,527) 

Total operaling cash flow ........................ $ 332,265 320280 

-- 

__j- 

Nore: Discavely commerce, education and other includes intercompany eliminations. 
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Rewnuc. Discovery's consolidated revenue increased 13% for the six m o n k  ended June 30, 
2005, as mmpared to the corresponding prior year period. Increased revenue was primarily due to 23% 
increase in subscnierfee revenue. Advertising revenue increased 4% during the same period. Other 
revenue increased 16% due to increased m r e  and licensing revenue within Dismvery's'commerce 
business, cembined with growth in DiscoveIy's education b&ess. 

Subsctiber fee revenue grew 23% at bolh the US. networks and the international networks. The 
increase in subscriier fees at the US. networks is due to a 12% increase in paying'subscription units 
combmed.with contidctual rate increases at most networks. Free viewing periods related to a number of 
U.S. networks, principab, networks that are carried 'on the digital tier, expired in 2004 and Dmvery  is 
now recognizing subscriber fees for those networks. U.S. networks subscriber fee increases were also 
helped by reduced launch fee amortization, a contra-revenue item, as a result of extensions of Certain 
affiliation agreements. Launch amortization a t  the US. networks declined from $49.8 million during 
the six months ended June 30,2004 to $36.6 million in 2005 primarily duc to these extensions: 
IncreGs in subsmi?  fees at the international networks were driven principally by increases m paying 
subscription units in Europe and Asia, as well as the international joint venture channels combined 
with contractual rate increases in certain markets. 

The increase in advertising revenue, which includes revenue from paid programming. was primarily 
due to a 32%'increase at the international networks. More than half of'the international networks' 
advertising revenue is generated by its operations in the United Kingdom and Europe. The increase in 
international networks adveriising revenue was due primarily to higher viewership ratins and an 
increased subscriber bass in the U.K. and Europe. Advertising revenue at the US. nehvorks was 
essentially flat'as higher advertising sell-out and rates at substantially all of the U.S. networks were 
offset by lower audience delivery at certain networks. Paid programming, where Discovery sells blocks 
of time primarily for infomercials that are aired during the overnight hours on certain networks, 
represented 6% and 7% of total advertising revenue for the six months ended June 30, uM5 and 2004, 
respeaivciy. 

The increase in other revenue was primarily due to an increase in education revenue due to 
growth in the business and acquisitions combined with a 6% increase in store revenue. The increase in 
store revenue was'due to a 12% increase in same store sales offset by a 7% decrease in the average 
number of stores. Discovery began an initiative in 2003 to.close stores that were not profitable which 
has resulted in a reduction of the total number of store locations. 

compared lo the corresponding prior year period. As a percent of revenue, y t  of revenue was 35% 
and 34% for the six months ended June 30, 2005 and 2004, rcspectively. This increase primarily 
resulted from higher programming expcnse due to continued investment ams all US. networks in 
original produaions and high protile spw'als At the international networks, c o n ~ u e d  investment in 
the lifcstyllcs category, particularly in Europe, has resulted in increased programming costs. 

compared to the corresponding prior year period. Within the different groups, S G U  ewnses 
increased 3%, 44% and 46% at the US. networks, international networks and Discovery commerce, 
education and other, respectively. The increase at the international networks was caused by increases m 
personnel expense resulting from adding headwunt as the business expands particularly in the U.K. 
and Europc combined with higher marketing expense associated with branding and awareness effoorts, 
particularly ih Europe, in asspciation with the lifestyles category initiative. Thc increase in SG&A 
expenst% of 46% or $24,%9,CW at Discovery commera, education aad other is primarily due to the 
growth in Discovery's education business, due to both acquisitions and organic growih. 

Cos of Rewnue. Cost of revenue increased 16% for the six months ended June 30, 2005 as 

SG&4,5pemc.r. SG&A expenses increased 18% for the six months ended lune 30, 2W5, as 

1-22 

DHC.I.D.0000281 



Expenses A)tsingfrom Long-term Incentive Plans. F.xpws arising from long-term incentive'plam 
are related to Discovery's unit-based, long-term incentive plan, or LTIP, for its employees who meet 
certain eligibility criteria. Units are awarded to eligible employees and gencraw vmt at a mtc of 25% 
per year. Upon exercise, parlidpants receive a cash payment for the increase in value of the units from 
the unit value on the date of issuance. Unit value is determined by thc year over year change in 
Discovery's aggregate equity value as estimated by an external investment finn, using a consistent 
methodology. The appreciation in unit value of LTlP awards outstanding is recorded as compensation 
cxpcnsc mer the vesting periods. The aggregate number of units that are currently authorized to be 
granted under the LTIP plans approximates an 8% sharing in the change in Discovery's equity value. 
The 16%. or $8,975,000, decrease in LTIP expense in Mo5 is the result of uuits k i n g  exercised in 2004, 
which increased the weighted average exercise price of vested options. 

ended June 30,2005 is due to a decrease in the depreciable asset base resulting from a reduction in 
the number of retail stores. 

Other I n m w  and Expense 

Interest Erpense The increase in inlerest expense for the six months ended June 30, 2005 is 
primarily due to an increase in interest rates during Mo5. 

Unrealized Goins from DerivatiW Instruments, net. Unrealized gains from derivative transactions 
relate primarily to Discovery's use of derivative instruments to modify its exposure to interest rate 
fluctuations on its debt. These instrument  nua acts include a combmation of swaps, cap. eollak and 
other smctur@ instruments. As a result of unrealized mark to market adjustments, Discwery 
recognized $10,101,WO and $26,879,000 in gains on these instruments during the six months ended 
June 30, UMS and 2004, respectively. The foreign exchange hedging instruments used by Discovery are 
spot, forward and option mnmcts. Additionally, Discovery enters into nondesignated forward 
contracts to hcdgc non-dollar denominated cash flows and foreign currency balances. 

Minority Interests in Comolidared S ~ s ~ ~ .  Minority interest represents inczeascs and decreases 
in the estimated redemption value of mandatory redeemable interests in subsidiaries which are initially 
recorded at fair value. 

Income T m .  DixweMs effective tax rate was 46% and 44% for the six months ended June 30, 

Depreciuhn und Amodmion. The decrease in depreciation and amortization for the six months 

2W5 and uxbl, respectively. Discovery's effective tax rate differed from the federal income tax rate of 
35% primarily duc to foreign and state taxes. 

Liquidity and Capital Resour- 

2WS and used $120>49,000 of cash from operations during the comparable prior year period. The 
company's source of cash from operations during the six months ended June M, ux)5 was its operating 
cash h ' o f f s e t  by interest expense of $85,21O,WO and worldng capital fluctuations. During the 
six months ended June 30, 2004, the company's use of cash from operations resulted from operating 
cash flow less interest expcnsc of $81,759,000 and payments associated with the company's long-term 
incentive plan in the amount of $220,857,000. 

During tk six months ended June 30,2005, Discovery paid $92,874,000 to acquire mandatorily 
redeemable securities related to minority interests in certain consolidated subsidiaries. Discovery also 
spent $60,629,0W on capit$ expenditures during the period. Cash flows used for investing puxposes 
during the first six months'of 2004 were not significant. 

Discovery generated $122,329,000 of cash from operations during the six months ended June 30, 
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In addition to cash provided by operations Discovery funds its activities witb proceeds bornwed 
under various debt facilities, including a term loan, a ryohing loan facility and various senior notes 
payable. During the six months ended June 30,2M)5 and zoo4, net borrowings under debt facilities 
were $32,oW,oOO and S238,wO,oW, respmively. Total commitments of these facilities were 
$3,4W,ooO,OW at June 30, 2005. Debt outstanding on these facilities aggregated $2J10,000,000 at 
June 30, 2005, providing excess debt availability of S S S O , ~ , ~ .  

Discovery to meet certain financial ratios and place restrictions on the payment of dividends, sale of 
assets, additional borrowing;, mergers, and purchases of capital stock, assets and investments. Discovery 
was in compliance with all debt covenants at lune 30, 2005. 

$125,oOO,DM) for capital expenditures, $170,oW,000 for interest expense, and a minimum of S50.000.MX) 
for LTIP obligations. Amounts expensed and payable under the LTDP are dependent on future 
calculations of unit values which in turn are affected primarily by changes in Discovery’s value as 
estimated by an external investment banking firm. annual grants of additional units, redemptions of 
existing units, and changes to the plan. If all of the vested L I T  awards at June 3, D 2 5  were 
exercised, the aggregate cash payments by Discovery would be approximately. $270 milliod Discovery 
believes that its cash flow from operations and borrowings available under its credit facilities will be 
sufficient to fund its worldng capital requirements, including LTIP obligations. 

Discovery has agreements covering leases of satellite transponders, facilities and equipment These 
agreements elrpire at vKious dates through 2019. Discovery is,obligated to license programming under 
agreements witb content snppliers that expi? wer various dates. Dismeiy also has other contractual 
commitments arising in the ordinary c o m e  of business. 

In connection with the execution of long-tcnn distriiution,agreements for certain of its Europcan 
cable networks, Discwery is committed to pay a distributor a pcrcentagc incieasc in the valuc of these 
netviorks, if any, at the termination of the contract on Decembcr 31,2006. Discovery adjusts its 
recorded liability for changes in the value of these networh each period. However, Discovery is 
mrrcntly unable to predict the likelihood or the terms and conditions of any renewal or enemion of 
tbc distribution agreements. Discovery will record the effect of a renewed or extended distriiution 
agreement when such terms are in place. The effect of a renewed or extended: agreement could result 
in a payment for an amount significantly greater than the amount currently accrued. 

Item 3. Quantitative and evalilnlive Dirclosurcs about Mwkd  Risk 

Fonign Currency Risk 

We continually monitor our economic exposure to changes in foreign exchange rates and may 
enter into foreign exchange agreements where and when appropriate. Substantially all of our foreign 
transactions are denominated in foreign currencies, including the liabilities of OUI foreipn subsidiaries. 
Although our foreign transactions are not generally subject to significant foreign exchange transaction 
gains oI losses, the financial statements of OUI foreign subsidiaries are translated into United States 
dollars as part of our condidated financial reporting. As a result, flumations in exchange rates affect 
our financial position and results of operations. 

IIem 4. Conaolr and Procedures 

evaluation. under the supervision and with the participation of management, including its chief 
executive officer, principal accounting officer and principal financial officer (the “Executives”), of the 
eKectiveness of its disclosure controls and procedures as of the end of the period covered by this 

All term and revolving loans and senior notes are unsecured. They contain covenants that require 

During 2005, including amounts discussed above, Discovery expear to spend appmximately 

In accordance with Exchange Act Rules 13a-15 and 15d-15, the Company carried out an 
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repon. Based on that evaluation, the Executives concluded that the Company's disclosure controls and 
pmcedks were effective as of:June 30,2005 to provide seasonable assurance that information 
required to be disclosed in its reports filed or submitted under the Exchange Act is recorded, 
processed, sunmariz$d and reprtcd within the time periods specified in the Secun.ties and Exchange 
Commission's rules and forms. 

'There has been.no change in the Company's internal &ntsols wcr financial reporting that 
occurred during the three months ended June 30,2005 that has materially affected, or is reasonably 
likely to materially affwt, its internal controls over Fmancial reporting. 
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